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Students’ Department
Edited by H. A. Finney

AMERICAN INSTITUTE OF ACCOUNTANTS EXAMINATIONS
(Note — The fact that these solutions appear in The Journal of
Accountancy should not lead the reader to assume that they are the
official solutions of the American Institute of Accountants. They merely
represent the personal opinion of the editor of the Students’ Department.)
AUDITING
May 16, 1923, 9 A. M. to 12.30 P. M.

Answer all questions.

No. 1 (8 points) :
(a) What is meant by a deferred charge to operation? Name three
examples, and state how each is proved correct in an audit.
(b) What is the difference between a liquidated and a contingent
liability in the accounting sense of the term ? Give an example of each.

Answer:
(a) Deferred charges to operation are prepaid expenses which at
closing time are carried forward to the subsequent period, to be written off
as expenses of the future. Examples: unexpired insurance, prepaid interest,
bond discount.
Unexpired insurance is proved correct in an audit by an examination
of the insurance policies, noting the premium and the time covered and
pro-rating the premium over the past and the future periods.
Prepaid interest is proved correct by verifying the original payments
by identifying each payment with a particular liability. The interest pay
ment is then pro-rated, the portion applicable to the period under review
being treated as an expense, and the portion applicable to future periods
being carried forward as a deferred charge.
Bond discount is verified by examination of the documents appertain
ing to the bond issue, and by proving the mathematical accuracy of the
amortization, which may be on a straight-line basis or on a scientific
effective-interest-rate basis.
Of a somewhat different nature are such items as organization expense
and discount on stock. These may be immediately absorbed in surplus,
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or they may be carried forward and written off gradually. But they should
not be confused with deferred charges to operations, because, when written
off, they should be charged to surplus and not to profit-and-loss. They are
not carried forward because they are expenses properly applicable to the
operations of future periods, but because it is desired to postpone their
absorption in surplus. If they were charged to surplus when incurred, a
deficit might be created. Hence they are carried forward until a surplus
has been created which can cover them.
(b) Probably it is desired that a “liquidated liability” be defined as a
liability of a definite amount and definitely existing, but since one speaks
of liquidating liabilities, in the sense of paying them, it would seem that a
“liquidated liability” might properly be defined as a liability which has been
paid. A contingent liability is a possible debt; one which may or may not
become a positive liability.
Using the term “liquidated liability” in the sense of a positive liability,
accrued wages would serve as an illustration. The endorser’s liability on
notes receivable discounted is the most common illustration of a contingent
liability.
No. 2 (8 points) :
In what way may actual examination of insurance policies, life and
fire, be useful to the auditor in the course of his work?
Answer:
Some of the things which might be brought to light by an actual
examination of fire insurance policies are inadequacy of insurance carried,
either as to safe coverage or as to compliance with co-insurance clauses,
incorrect computation of unexpired insurance premiums, pledging of assets
as security for loans and the existence of consignments.
In the case of life insurance, it is desirable to examine the policies to
determine the nature of the insurance contract and the existence or non
existence of a cash surrender value. The proper treatment of insurance
premiums in the accounts depends upon whether the policy has such a
surrender value or not. If it has, a portion of the premium should be
charged to an asset account showing the surrender value, and the balance
should be charged as an expense. If the policy has no surrender value,
the entire premium is chargeable as an expense.

No. 3 (10 points) :
An auditor verified in 1921 the existence of a mortgage of $10,000 by
inspecting the public record. In 1922 he found that $5,000 had been paid
on account of this mortgage, evidenced by a receipt from the mortgagee.
Thereupon without further action he certified a balance-sheet showing this
mortgage indebtedness as $5,000. Was his course correct or not? Explain.
Answer:
A mortgage is usually a negotiable instrument. Hence, if the holder
of the mortgage, after giving a receipt for the $5,000 payment, transferred
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the mortgage to a purchaser in good faith for value before maturity, this
holder could collect the entire $10,000. Hence the auditor should have
determined that the original holder still possessed the mortgage, and he
should have advised his client to insist that the payment be endorsed on
the mortgage.
There is also the possibility that the mortgage, although once reduced
by the $5,000 payment, had subsequently been increased. Therefore a
statement should have been obtained from the holder of the mortgage as
to the amount thereof.

No. 4 (8 points) :
How would you audit and verify the notes and bills payable of a
corporation ?
Answer:
The auditor should ascertain with what bankers and note-brokers the
client has been accustomed to have dealings. Examination of the entries
for payments of notes in the past may help to obtain this information. All
bankers and brokers on this list should then be asked for a certificate of
the amount of unmatured paper held by or sold through them. If trade
creditors are asked for statements of indebtedness on open account, they
should also be asked for statements of any indebtedness on notes. If
credits to personal accounts of partners or stockholders appear on the
books, purporting to represent additional investments or personal advances,
inquiry should be made to ascertain whether or not these credits should
have been made in the notes-payable account. The interest-expense account
should be analyzed to determine whether or not the notes-payable account
shows the principal of each debt on which interest has been paid.

No. 5 (8 points) :
What would you consider a satisfactory voucher for
(a) Payroll in a large manufacturing business;
(b) Purchase of a stock-exchange security;
(c) Investment in a mortgage?
Answer:
(a) The pay-roll should of course be seen, but this alone is not
sufficient. Salaries and fixed weekly wages should be supported by a pay
roll book showing the names of the employees and the amount of their
compensation. The book should be initialed by an officer to evidence the
propriety of the paymerits, and the auditor should test the footings. In
the case of wages of variable amounts paid to factory employees working
on a time or piece-rate basis, the auditor should see that the pay-roll, after
having been made up by the time-keeper, is approved by the foreman,
superintendent or paymaster. He should also make a test of a few pay
rolls, by verifying the roll with the time or piece-work reports.
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(b) The purchase of a stock-exchange security should be verified by
examination of the bond or stock-certificate, the broker’s invoice or state
ment and the cheque.
(c) If the client holds the entire mortgage, the auditor should see the
notes, mortgage, insurance policy and guarantee policy if there is one. The
obtaining of an acknowledgment of indebtedness by the borrower is also
desirable. If the client holds only a portion of the mortgage loan, which
has been divided into bonds, the auditor should examine the bonds.

No. 6 (8 points) :
Describe fully (or illustrate in skeleton form with proper captions if
preferred) a working balance-sheet
Answer:
Working balance-sheet is a term well defined in J. Hugh Jackson’s
Audit Working Papers, published by The American Institute of Account
ants Foundation. I take the liberty of copying Mr. Jackson’s illustration
and quoting his comments:

Name

of

Company

WORKING BALANCE-SHEET

Assets
Liabilities
Per
Final
Per
Final
book Adjustments adjusted
book Adjustments adjusted
Captions
figures Dr. Cr. figures Captions
figures Dr. Cr. figures
Capital assets:
Capital liabilities:
Special funds:
Capital stock
Investments:
Funded indebtedness
Current assets:
Current liabilities:
Inventories
Notes payable
Accounts receivable
Accounts payable
Notes receivable
Accruals, etc.
Marketable securities
Provision for taxes
Sundry reserves:
Cash
Surplus:
Deferred charges:
“When the books have been closed, however, and the final accounts
have been prepared by the client and are presented to the auditor when
he takes up the work of the audit, it is better to use in place of or in
addition to the columnar working trial balance what may be termed a
working balance-sheet and working income and profit-and-loss statement.
. . . If desired, separate sheets may be used for assets and for
liabilities, though ordinarily the working space on a single sheet is sufficient
for both. A column to the left of the captions should be provided for
the comparative or final figures of the previous audit.
“The special advantage in the use of the working balance-sheet, is
that it affords at the outset a bird’s-eye view of the ground to be covered
and gives a ready comparison with the former year’s final figures. It
further enables the auditor in charge to discuss intelligently with the
client the company’s position as disclosed by the working balance-sheet and
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it somewhat facilitates the practical laying out and subdivision of the
work of verification.
“To provide a specific illustration: If a working balance-sheet and
income statement were used, the trial balance figures before adjustments
would be listed under the proper captions in the per book figures column.
The adjusting journal entries would then be posted to the working balancesheet and income statement. . . . Sometimes a client does not wish,
for one reason or another, to record the auditor’s adjustments or certain
of the adjustments in the books of account, and then a working sheet
becomes particularly important in order to have a record of the adjust
ments which were necessary to agree the accounts with the final adjusted
figures appearing in the balance-sheet and income statement. Such figures
also enable the auditor to discuss with the client the exact composition of
each item and amount appearing in the final balance-sheet which is to be
certified. Whether a working balance-sheet or a working trial balance be
used as the basis of an audit, a rough balance-sheet should always be
prepared early in the audit so that a general view of the ensemble may
be obtained.
“The use of one or both of these types of working sheets is practically
essential, although individual auditors may work out minor variations in
the sheets as illustrated. These sheets are the backbone of the working
papers and serve as a guide in building up the individual schedules which
are to be discussed in the remaining chapters of this book. They also
furnish the final figures for the balance-sheet and statement of income
and profit-and-loss for the client. All individual leading schedules should
support and be always tin agreement with the final adjusted figures appear
ing in the working sheets, while in turn both the schedules and the
working sheets support the final accounts which summarize the results of
operations for the period and set forth the financial condition of the
business at the close of the period under audit.”

No. 7 (8 points) :
A died in 1916 leaving certain shares of stock to his widow, B, who
in 1922 gave the stock to her son, C, who immediately sold it. In his
federal income-tax return C claimed as a loss the difference between the
sale price and the market value on the date on which he received the
stock from his mother. Was he right or wrong? Why?

Answer:
He was wrong. Under the 1921 law, which would determine the 1922
tax, the taxable profit or deductible loss on the sale of property received
as a gift is computed as the difference between the cost to the donor (or
the March 1, 1913, value, if acquired by the donor prior to that date) and
the selling price received by the donee. But since in this case the donor,
or widow, received the property as a bequest, the market value of the
stock at the time when it was received by her would be used in place of
cost. Hence the son should have reported, either as a gain or a loss, the
difference between the market value of the stock at the time his mother
received it in 1916 and the selling price which he received in 1922.
No. 8 (8 points):
What federal income-tax returns are required in the case of a partner
ship ? What returns are required when a new partner is admitted
during the taxable year?
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Answer:
A partnership is required to file a return of information, showing the
amount of profit earned during the year and the amount of profit to which
each partner is entitled. If a new partner is admitted during the year, the
requirement of a return at that time would depend upon whether the
admission was considered to be a dissolution of the old partnership and
the creation of a new one, or merely as the continuance of the old firm
with a new partner. In the first case, the old partnership would file a
return for the first fractional part of the year, and the new partnership
would file a return for the last fractional part of the year. In the second
case, no return would be filed at the time of the admission of the new
partner, but the return filed at the end of the year would show the profits
for the year and the division thereof, as affected by the admission of the
new partner.

No. 9 (8 points) :
What is a stock dividend? From what sources may it arise? Does
the declaration of such a dividend imply that the previous surplus of the
corporation has been unreasonably large and not necessary to the business?
Explain.
Answer:
A stock dividend is a distribution of stock to the stockholders, made
possible by the existence of a surplus. In other words, it is a conversion
of surplus capital into stock capital.
The net worth of a corporation is represented by its capital stock and
its surplus. The stock dividend reduces the amount of the surplus and
increases the amount of the capital stock, but it has no effect upon the
net worth of the corporation nor upon the pro-rata interest of each stock
holder in that net worth.
The only source from which a stock dividend may arise is surplus,
and the surplus can not be used for a stock dividend unless it could have
been legally used for a cash dividend. It is an error to assume that
certain surplus, capital surplus or reserve credits may be used for stock
dividends but not for cash dividends. Thus it is often stated that an
extraneous profit resulting from the sale of fixed assets may be used for
a stock dividend but not for a cash dividend. This is incorrect. The profit,
if actually realized, is legally available for either a stock or a cash dividend.
It is also sometimes stated that fixed assets may be written up, and that
the offsetting credit may be used for a stock dividend, though not for a
cash dividend. This is also incorrect. The credit for the unrealized profit
is not available for either a stock or a cash dividend.
“Does the declaration of such a dividend imply that the previous
surplus of the corporation has been unreasonably large and not necessary
to the business?” It means that the directors have not considered it
expedient in the past to pay cash dividends equal to the full amount of
the profits, and that a surplus has thereby been created. It also means
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that the surplus thus created may be so out of proportion to the capital
stock that the net worth of the company is greatly in excess of its capital
ization, with the result that the book value of each share of stock is
greatly in excess of par. Thus the declaration of the stock dividend may
mean that the surplus has been “unreasonably large.” When a condition
of this kind exists, the stockholders often find it difficult to market their
holdings at a fair price, for if each share of stock has a book value of
200, the stockholders will usually find it more difficult to sell one share
for $200 than to sell two shares for $100 each. The stock dividend may
therefore be declared in order to bring the book value per share of the
stock outstanding down to a figure nearer par in order to give it a more
equitable market value. Or the stock dividend may be declared in order
to convert the surplus into capital stock, so that the directors, who believe
that the distribution of cash dividends anywhere near equal in amount to
the balance of the surplus account would be financially unwise, will be
relieved from pressure exercised by the stockholders who see a large
surplus account and clamor for dividends.
No. 10 (8 points) :
In auditing the accounts of a private firm in which there are several
partners, to what points should the auditor look in order to be assured
that the partners’ accounts are correctly stated in the balance-sheet?
Answer:
The auditor should examine the partnership contract, noting its pro
visions in regard to contributions, salaries, drawings and division of profits,
and he should see that the accounts have been kept in accordance with the
agreement.
For instance, if definite contributions are agreed upon, the articles of
partnership may provide for interest on excess or deficient contributions.
Or the articles may provide that excess contributions shall be credited to
loan accounts instead of to the capital accounts. The auditor should see
that these agreements have been carried out.
If salaries or drawings have been agreed upon, the auditor should see
that they have been handled correctly. It would be incorrect and unjust
to charge drawings to profit-and-loss or to charge a partner’s salary to
his capital account.
The auditor should also see that the profits have been divided in
strict conformity with the agreement as expressed in the articles, and that
interest on capital and drawings has been recorded if provided for, and
not recorded unless there has been an agreement requiring it.

No. 11 (10 points) :
A partner in a stock-brokerage firm, not active in the management,
suspects his firm of conducting a bucket-shop. He secures the following
balance-sheet from the firm’s books, and asks your advice. He has pre
viously made an examination of customers’ accounts and found all accounts,
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both long and short, amply margined at 20 per cent. The market has been
rising steadily for nearly a year. What would be your advice, and why?
BALANCE-SHEET ITEMS

Cash .......................................................................
Due from customers, long....................................
Due from brokers for stock borrowed ..............
Securities on hand................................................
Firm trading accounts, long ................................
Due to customers, short.......................................
Due to brokers for stock on loan.......................
Firm trading accounts, short ..............................
Capital, surplus and profit-and-loss ....................

$ 400,000.00
2,500,000.00
25,000.00
75,000.00
450,000.00
375,000.00
150,000.00
2,850,000.00
75,000.00

Answer (by A. L. Gareis) :
The balance-sheet prepared from the books of the stock-brokerage firm
shows that the concern is conducting a bucket shop par excellence. The
large amount of debit balances on customers’ long accounts is evidently
offset by credits to the firm’s trading account. The same applies to the
customers’ credits and the firm’s trading-account debits. In other words,
the firm did not purchase the securities for customers, but merely made a
cross-entry on the books, debiting customers and crediting the firm’s trading
account. This fact is evident, because there are no securities pledged to
banks against loans. The stocks borrowed, worth $25,000.00, and the stock
lent, $150,000.00, are probably the only open bona-fide transactions either
for customers or for the firm’s own trading account. The amount of cash
on hand is considerable and represents the accumulation of margins paid
by customers.
The fact that the market was rising will cause a heavy loss to the firm
on the short trading account, which will be felt in case of liquidation as
the customers with long stocks must be paid their profit. If the trans
actions had been made according to law and to the rules of the stock
exchange, the firm would not be affected at all by the profit or loss of
customers, because the accounts were sufficiently margined.
One item in the balance-sheet is called “securities on hand.” No stock
brokerage concern ever carries the securities on hand on the general ledger.
This is a peculiarity of stock-brokerage bookkeeping, which is adhered to
by all houses in the “street.” In short, securities owned outright by cus
tomers or by the firm are shown without money values, the account being
simply “long” a certain number of shares—“no money.” Securities bought
on margin by customers are charged to them at their purchase price plus
commission, etc., and the money values are offset on the blotters by a credit
to cash or “failed to receive” and to commission account. The securities
themselves are shown as “long” on the customers’ or trading accounts, and
as “short” in the box or “failed to receive” on the stock ledger. Therefore,
the item of $75,000.00 either represents a difference or the books are kept
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by bookkeepers who do not know the principles of Wall-street accounting.
Only a liquidated balance-sheet will show the value of securities in the box,
in loans, and eventually of the failed, lent and borrowed, whereas the cus
tomers’ and firm’s trading accounts will show only the equities or liabilities.
If the item “securities on hand,” $75,000.00, was intended to show the
value of securities in the “box,” the following stock position could be
assumed:
Short

Long
25,000 shares
Customers’ long
Borrowed
250 "
Firm
5,000 "

30,250

Customers
Loaned
Box
Firm

3,750 shares
1,500 "
7,500 "
17,500 "
30,250

"

"

This position indicates that 7,500 shares of the customers were actually
bought and placed in the box and 17,500 shares were “bucketed.” Also
that 250 shares of the customers short sales were borrowed from brokers
to make deliveries, 3,500 shares bucketed and 1,500 shares bought for the
firm’s trading account. Of course, the actual transactions might have been
much more involved and cross entries made to firm’s trading accounts and
others. Without a “position,” the actual facts cannot be shown accurately.
Using the above position as a basis, a liquidated balance-sheet can be
prepared, which will show the firm’s losses on the long and short trading
accounts. Without using a stock position the net results would be the
same but the working of the accounting principles would not be shown as
clearly.
As stated, the customers’ accounts were margined at 20 per cent. on
long and short accounts; therefore the values of the respective securities
will be:

Value of securities in:

Customers’ longaccounts....................................
Customers’ shortaccounts ...................................
Box ...............................................................
Borrowed ............................................................
Loaned.............................................................

$3,125,000
312,500
75,000
25,000
150,000

A liquidated balance-sheet can be prepared with the above figures and
based on the stock position shown in a former paragraph as follows.
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Assets:

Cash..................................
Securities in box............
Equity in stocks borrowed

$400,000
75,000
0 Value of stocks $ 25,000
Due from brokers 25,000

0 Due to brokers
Value of stocks
75,000

Equity in stocks loaned ...
Seat on exchange 222 ....

Total assets .........................

$150,000
150,000

$550,000

Liabilities:
Due to customers:

Their equity, long accounts..
Their equity, short accounts.

$625,000
62,500

Capital................................................
Trading losses............................

75,000
212,500

Deficit..........................................

$687,500

137,500
$550,000

The figures of the above balance-sheet were obtained as shown by the
statement at the close of this answer. It is quite clear that the liquidated
balance-sheet will be out of balance if the item of $75,000 is considered as
securities on hand (in the box) ; therefore it can only be assumed that the
item was inserted by error in the unliquidated statement or it was intended
to hide a discrepancy, which, however, will be spotted by anybody familiar
with Wall-street accounting. It is also possible that the item was intended
to represent the value of the seat on the stock exchange, and, this being
the most plausible explanation, it was inserted as such in the liquidated
statement.
The advice to the partner-client interested in a stock-brokerage concern
showing conditions as disclosed above should be to withdraw immediately
and to make a complaint to the stock exchange and to the district attorney.
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3,450,000

$3,450,000 $3,450,000

3,375,000
75,000

150,000
2,850,000
75,000

375,000

*If the $75,000 represents an investment or the
value of the seat on an exchange, the deficiency
will be reduced for a like amount.

Suspense* .............................

’

Cash ....................................... $ 400,000
Customers’ long accounts ... 2,500,000
Securities in b o x ...................
0
Firm trading account ........... 450,000
Customers short accounts ...
Value of stocks loaned .......
Due from brokers ................
25,000
Value of securities borrowed
Due to brokers ......................
Firm ’s tradings—short ........
Capital account.....................
312,500
150,000

75,000

3,050,000

$
62,500

$ 625,000

75,000

25,000
150,000

62,500

$ 625,000

Loss on long trad es .................................
Loss on short trad es ................................

$212,500

12,500
200,000

212,500

Total loss ........................................................

$687,500

$ 937,500 $ 937,500

75,000

200,000

150,000
25,000

75,000
12,500

$ 400,000

Liquidated statement
Dr.
Cr.

475,000

$ 687,500 $ 687,500

200,000

75,000
12,500

$ 400,000

Equities
Dr.
Cr.

Recapitulation
Liability to customers ....................................
Assets available for liquidation:
(a) C ash ........................................... $400,000
(b) Securities ..........................................
75,000

$3,587,500 $3,587,500

25,000

437,500

$3,125,000

L iquidated Balance- sheet
Value of securities
Ledger balances
Long
Short
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No. 12 (8 points) :
You have been retained by a manufacturing corporation as a consulting
accountant and are requested to advise the officers what steps to take in
order to determine the cause of an apparent deficiency in the inventory of
factory material and work in process.
What would you suggest?

Answer:
The raw-material inventory may be short because goods purchased do
not get into the stores record, or because goods get out of the store-room
without proper requisitions. Therefore, I should suggest making a check
of purchase invoices against the perpetual-inventory records of raw
materials to see that all raw material received is charged to the perpetual
inventory. The requisitions should then be checked against the inventory
records. This may disclose the fact that goods are being spoiled and
additional factory materials are being obtained to make good the spoilage,
either with or without requisitions. Observations in the factory will show
whether there is an unreasonable amount of spoilage or not. If there is,
and if the requisitions for additional materials do not account for the
quantity apparently being used for spoiled work, it is probable that the
shortage is due to this cause. But if it appears that requisitions are issued
for all material required on original orders and for spoilage, it is probable
that material is being stolen.
The deficiency of goods in process probably was brought to light by the
fact that a physical inventory showed a smaller amount on hand than was
represented by the balance of the goods-in-process account. This may be
due merely to the fact that the cost system does not allocate to each job a
correct amount of cost, so that the true and legitimate cost is not being
absorbed in the finished goods and an increasing balance is being left in the
goods-in-process account. Hence the methods of costing should be
investigated.
All material requisitions, work tickets and overhead distributions for
several months should be traced to job cost sheets to see that they are
proper, and the cost (as shown by cost sheets) of finished goods should be
traced into the perpetual stock record of finished goods. This should show
whether or not the goods-in-process account is being charged with any
items which did not actually go into the goods; and it will show whether
or not the finished-goods account shows the proper cost of all jobs finished
and transferred out of goods-in-process. Such an investigation should
disclose the reason why the physical inventory of goods in process is less
than the book records indicate should be in process.
A. Lee Rawlings & Co., Norfolk, Virginia, announce the opening of
offices in the Commercial National Bank building, Raleigh, North Carolina.

Victor Edward Buron announces the removal of his office to the
Security building, Third and Laurel streets, Texarkana, Arkansas.
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